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Tue institution and operation of an Exchange Equalisation 
Account by Great Britain in the Finance Act of 1932 has 
played a large part in the economic life of the world in the 

two years. It has inevitably become the subject of con- 
| siderable controversy and discussion, not only in this 
‘country, but also in the Press and the legislative assemblies 
of the United States. Detailed information about the 
operations of the Account cannot be obtained, but it is, 
nevertheless, possible by a scrutiny of such data as are 
available to arrive at general conclusions about the effects 
which it has had on the international exchanges since its 
institution, and to form a judgment as to the general con- 
siderations which seem to have guided its first establish- 
ment and its operations. The importance of dispassionate 
discussion on this subject cannot be over-estimated, as it 
must play a considerable part in any plan that may be 
adopted for the ultimate stabilisation of the pound sterling, 

le there is always a possibility that if the present dis- 
turbed political and economic conditions continue indefi- 
nitely in Europe and the United States, the Exchange 
Equalisation Account, or something like it, may become a 
more permanent feature of British monetary policy than it 
was originally intended to be. 


The avowed object of the Account was to smooth out 
minor fluctuations in the foreign exchanges without influenc- 
ing major movements; and to put the new Account into 
funds for the purpose of carrying on its works, {150 millions 
of Treasury Bills were issued to it, as well as certain small 
balances in other Government accounts. The procedure 
a has caused considerable misunderstanding, par- 

y with regard to the source from which the money 

come and the nature and the size of the financial 
transactions involved. But there is really nothing 
mysterious about it. All that has happened is that the 

Teasury has raised an internal loan to put the Account in 
possession of sterling which it can sell to buy foreign 
currencies. The sterling has been borrowed in the form of 

reasury Bills, a method of borrowing commonly used 
when the total amount to be borrowed cannot be accurately 

, and when the period for which it is needed is also 
unknown. It should be noticed that the size of the sterling 
actually raised is equal not to the total of Treasury 
Bills issued to the Account, but to the value of them 
actually sold by it to the market from time to time as 
: to carry on its work of dealing in the exchanges 
8 needed. The total of Treasury Bills issued is the 
maximum limit of the Account’s borrowing powers. 


There seem to have been three reasons why it was desir- 
able to set up a separate account to do the work of smooth- 
ing out fluctuations in the exchange, instead of allowing the 

of England, for example, to do the work directly 

of its own available resources, or out of such additional 

as it could have obtained by increasing its capital. 

the first place, the Account could only operate at all in 
irst instance so long as foreigners were willing to buy 

g. It could prevent sterling rising, but it could not 

It rise or prevent it from falling until it had acquired 



































disclosed by this study will be found in an article in this week’s ECONOMIST. 


IL—WHY THE ACCOUNT WAS STARTED 


foreign currencies which it could sell. Hence, in the early 
days, the Account could only prevent speculation for a rise 
in sterling driving the pound too high. The simplest way 
to do this was to let it be known that large quantities of 
sterling could and would be sold to prevent such a specula- 
tive rise in the pound. A public announcement that the 
Bank of England would, if necessary, sell up to {150 
millions of its Government securities and buy foreign 
currencies would have been widely misunderstood and 
might have created something like panic. The establish- 
ment of a separate account with borrowing powers up to. 
£150 millions showed that the Government meant business 
and so damped down speculation without creating other 
alarms. In this way, the first difficulty was met. 

At the same time two other problems were solved. It 
was impossible to say exactly how much money would be 
needed on any particular occasion; the amount would 
clearly vary from time to time. The simplest way of meet- 
ing this difficulty was to supply the Account with Treasury 
Bills which it could dispose of in such ways as it chose to 
raise exactly the amount of cash required, no more and no 
less. Until the Bills were sold, there was no real borrow- 
ing: the Bills were dead. As they were realised for sterling, 
the sterling was sold to foreigners and remained in the 
money market. Except for an indirect increase in the 
supply of Treasury Bills in the market as a result of the 
Account’s realisations, there was practically no disturbance 
in the market funds. This point has been missed by critics 
who have referred to the mechanism of the Account with 
such vague remarks as ‘‘ when funds appear from nowhere 
in particular, it is not long before the cry of inflation is 
heard.’’** The fact is, of course, that the funds did not 
appear ‘‘ from nowhere in particular.’’ The total value 
of the Treasury Bills actually issued to the Account only 
represents its capacity to raise funds. It actually obtained 
its resources by raising a loan in the market by disposing of 
part of its Bills, a procedure which is frequently followed 
by the Government when it desires to raise funds for short 
periods, or to a total value which cannot be exactly fore- 
cast. Thus the method of giving the Account borrowing 
powers by an issue of Treasury Bills solved the second 
problem—the impossibility of knowing exactly how much 
sterling would be needed. It incidentally enabled the 
money to be raised with the minimum disturbance in the 
market. The effect on the market was the same as if the 
Bank of England had carried out the work of controlling 
the exchanges by selling Government securities and replac- 
ing those by foreign securities. There would have been no 
mystery and no cry of inflation if this method had been 
followed. 

The third difficulty was a book-keeping one. The 
Account was to deal in the foreign exchanges, selling 
sterling to acquire reserves of foreign currencies, and sell- 
ing these currencies when necessary to support the 
exchange. The gold standard was suspended, hence there 
were bound to be fluctuations in the sterling value of the 
foreign funds acquired. This made the publication of 


* American Economic Review, vol. xxiii., No. 4, page 616. 
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periodical—say weekly—accounts particularly difficult. 
The foreign currencies held might have been bought at a 
rate of exchange different from that ruling on the day on 
which the accounts were made up. Even if these currencies 
were changed into gold and the gold brought here, the 
sterling price of gold fluctuated with the rate of exchange 
of the pound on gold standard countries; so that the opera- 
tions of the Account would, if a weekly statement had been 
issued, have shown all sorts of irrelevant profits and losses, 
and the publication of these would have kept up a constant 
state of apprehension. If the Bank of England had been 
doing the work, its weekly return would have been a very 
confusing document. It could presumably have valued its 
holding of foreign exchange at the market rate of exchange 
on the day of making up its accounts, but it would have 
had to value any gold into which it might have converted 
part of its holding of foreign currencies at the gold statutory 
price of 85s. There would have been endless confusions 
and difficulties which were overcome by the device of set- 
ting up a separate account to do the work.* 


PROFITS AND LOSSES 


These three reasons, the need for a substantial gesture, 
for economy in borrowing money, and the book-keeping 
problem, explain why the decision to set up a separate 
account to offset fluctuations in the exchange seems to be 
a wise one. Before leaving the mechanism adopted, it is 
worth while to deal with one more point. An objection has 
been raised that heavy losses may fall on the taxpayers as 


* This accounting difficulty is probably partly responsible for 
the decision to keep the whole of the proceedings of the account 
secret, a decision which is probably responsible for as much mis- 
understanding as it was intended to prevent. 


a result of its work. This point was made much of when 
the borrowing powers of the Account were further increased 
by {200 millions in the Budget of 1933. The apprehension 
seems to arise because the Account is reported to purchase 
gold at the market price (e.g., 120s. sterling) and virtually 
to resell it to the Bank of England at the statutory price of 
85s. ‘‘ This means that the Fund . . . and therefore the 
British taxpayer, stand to lose a substantial sum if these 
transactions are continued for some time.’’* This is clearly 
only a book-keeping loss related to the problem of account. 
ing which we have just discussed. profits and losses 
made by the Issue Department of the Bank of England, 
which holds the gold, go to the Treasury. Hence, any loss 
of the Account by this transfer of gold will ultimately be 
cancelled out by profits on the revaluation of gold in the 
Bank of England. The two will cancel out provided that 
the ultimate price at which sterling is stabilised on gold is 
equal to or in excess of the average price at which the 
Account has carried on its transactions. The final position 
of the Account, the Bank of England and the British tax. 
payers, will depend entirely upon the ultimate rate of 
stabilisation adopted. There seems to be little or no likeli- 
hood at the present time of a price for gold being adopted 
which will be so low as to show book-keeping losses when 
the Account is wound up. There need be no fears on this 
score. Allowance will also have to be made for such small 
losses as may arise due to part of the Account’s assets 
being transferred from Treasury Bills upon which interest 
has to be paid, into gold bullion upon which no income is 
earned. Bill rate has been so low during the period of the 
Account’s operations that possible losses under this head 
must be very small. 





* “ Augur,” in a letter to The Times, May 5, 1933. 


Il.—THE ACCOUNT AND THE FLOATING DEBT 


THE central problem that faced the Account when it was 
first set up was to prevent speculative movements of funds 
into and out of London, causing wide fluctuations in the 
foreign exchanges. Ever since the war, disturbed political 
and economic conditions had caused continuous movements 
upon a large scale of what had come to be called ‘‘ bad 
money.’’ Bad money was in part the cause of the in- 
stability of the exchanges, and in part the consequence of 
this instability. London, in particular, had been subject to 
frequent disturbances by these mass movements of inter- 
national balances. Speculation for a rise in sterling late in 
1924 and early in 1925 had been partly responsible for the 
gold standard being restored at too high a parity. The ex- 
tensive withdrawal of money to New York in 1928 and in 
1929, to take advantage of the high level of call money 
rates which accompanied the Stock Exchange boom, had 
embarrassed the London authorities, and seems to be the 
explanation of the much criticised policy which was adopted 
at this time by the Bank of England of offsetting exports 
of gold by open Market operations. Finally the withdrawal 
of foreign balances on a stupendous scale in 1931 had 
broken the gold standard, and at the time when the Account 
was set up in 1932, a return movement of balances threat- 
ened not only to drive sterling up above its economic level, 
but also to restore the conditions that existed in 193z when 
London’s immediate external liabilities were out of all pro- 
portion to her realisable holding of gold and foreign 
exchange. 

As the Macmillan Committee had pointed out, there had 
been an important change in the character of the inter- 
national financial business practised by London in compari- 
son with pre-war days. ‘‘ London is now practising 
international deposit banking as distinct from international 
acceptance business, and the deposits associated with this 
are on a larger scale than in pre-war days.’’* International 
acceptance business is self-liquidating in character. A 





* Cmd. 3897, 1931, para. 349. 


British House accepts and floats into the London Money 
Market a foreign bill with a maturity of, say, three months. 
The drawer of the bill sells the sterling placed at his. dis 
posal, and this tends to weaken sterling, but at the same 
time, and to a slightly greater extent, sterling is strength- 
ened because the drawee of the bill has to acquire 
sterling in preparation for its maturity. There is a con 
tinuous movement of funds in and out and the movements 
tend to offset each other except when there is an alteration 
in the volume of the acceptance business being done. Any 
disturbance to the balance of money movements due to this 
cause, can, however, be controlled by Bank rate policy. 
A rise in Bank rate will discourage discounting and et 
courage the holding of deposits in London; a fall in the rate 
will have the opposite effect. 

When the Market is practising international deposit bank- 
ing there need not necessarily be a similar tendency to @ 
balance of movements of money in and out, and the timing 
of the movements of funds will be quite different. The 
initial acquisition of a balance in London by a foreignet 
strengthens sterling and puts the London Market in pos 
session of foreign funds. This foreign balance should, 
strictly, be used to acquire an asset, gold or a foreign bill 
which can be held as a ‘‘cover’’ against the deposit liability 
created by the presence of the foreign deposit in London. 
If this foreign currency is used to finance an adverse balance 
of payments or to provide long-term foreign loans, the 
technical position of the London Money Market is weak: 
ened. It has an increased quantity of sight foreign liabil- 
ties, it has not got proportionately increased immediately 
realisable external assets. 

During the period 1925 to 1931, the London Market had 
been practising international deposit banking without being 
able to follow the recognised banking practice of increasig 
its international cash reserve as its external deposit liabilt 
ties increased. This point came home with great force t0 
the Macmillan Committee, and led to its recommendation 
that there should be a fundamental reconstruction of the 
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Bank of England so that the internal note issue should have 
less direct dependence upon holdings of gold which was 
itself to be increased, and to fluctuate between {175 and 
{100 millions. 1n addition to this gold, the Bank was to be 
enabled to hold up to £50 millions foreign exchange.* 

The chief cause of this building up of foreign deposits in 
London is to be found in the disturbed economic and 
political conditions prevailing throughout the world in the 
post-war period. But the dangerous degree to which 
London became a victim of these conditions was due to 
internal causes. When London practised international 
acceptance business, it both borrowed and lent internation- 
ally on the short-term in addition to such long-term capital 
exporting as was being carried on. While practising inter- 
national deposit banking, the Market was, in effect, borrow- 
ing very short indeed, and was not doing a corresponding 
amount of short-term lending. This made the whole situa- 
tion unhealthy, and was the result of the peculiar internal 
conditions of the Market during the period, conditions which 
arose from the character of the internal debt of the British 
Government. 


A large part of the total debt was unfunded, that is to 
say, it consisted of Bills and Bonds which had a definite date 
of maturity which was not very far ahead. The bonds had 
to be paid off at a fixed price, and, as there was no possi- 
bility of raising the money needed for repayment by taxa- 
tion, this meant that the money had constantly to be re- 
borrowed. Part of the debt was in the form of Treasury 
Bills, and part in the form of short-dated bonds, and other 
loans many of which bore a high rate of interest, the 
average over all being slightly more than 5 per cent. In 
1925, when the gold standard was restored, the total of 
Treasury liabilities, excluding bills, which by the terms of 
their issue had to be refinanced before the end of the income 
tax year 1933-34, was £1,640 millions. In addition, there 
was nearly {2,000 millions more which could be converted 
between 1929 and 1947. The existence of this large mass of 
Government obligations enabled individual financial insti- 
tutions in London to accept foreign deposits with a rela- 
tively light heart. They could cover their liability and earn 
interest on the deposits by holding the appropriate assort- 
ment of short-term Government securities. They got upon 
these a relatively high return, and there was little or no risk 
in doing the business because the short dates of maturity of 
these loans meant that their capital values were reduced only 
toa very small extent by a change in short money rates and 
bank rates. The increase of foreign balances in London 
under these circumstances could not have its normal influ- 
ence upon the market. A big influx of funds could not 
force rates down low enough to discourage a further inward 
movement of funds, because the short life of the bonds 
prevented their capital values rising sufficiently to make 
low money rates really effective. 


POSITION OF THE BANK OF ENGLAND 


Throughout the period, therefore, the Bank of England 
was in an almost intolerable position. The unwieldy struc- 
ture of the debt reduced very substantially its capacity to 
control the situation because it reduced the impact of Bank 
fate upon the market. At the same time, it was respon- 
sible, as Government banker, for managing the debt and 
for securing its refinancing upon the most favourable 
Possible terms which meant not only the lowest possible 
Tate of interest, but also the longest possible period of 

Towing. It could not, therefore, follow—in the period 
between 1925 and 1931—the severely orthodox policy of 
taking advantage of the movement of foreign balances into 

ndon to buy gold and foreign exchange upon a large 
fnough scale to balance the increasing deposit liability of 

ndon. Such a policy would have meant first a very high 
bank Tate, secondly the Bank would have had to dispose of 
Part of its own holdings of Government securities and re- 
Placed them by gold. These two things taken together 
Would have meant that all Government refinancing would 

ve been carried out at a very high cost to the taxpayer, 
and the general budgetary burden would have been in- 
‘teased. No Government in office could have tolerated 
such a policy and, in any case, it would have been short- 
PN i 


* Cmd. 3897, 1931, para. 354. 
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sighted as it would have postponed the date at which a 
large part of the Government debt could be funded at 
relatively low rates of interest. Until this could be done, 
the nee cause of disturbance could not be 
removed. 


There had been slow but steady improvement in the 
structure of the debt before the collapse of the gold stan- 
dard. The short-term unfunded debt, principally Treasury 
Bonds, was reduced from 19.8 per cent. of the total in 1926 
to 8.3 per cent. in 1932—that is to say it had fallen from 
approximately {1,580 millions to about £870 millions.* 
From the point of view of its effect upon the mechanism of 
the Money Market, this change is probably as important as 
the conversion of £2,000 millions of the long-term unfunded 
5 per cent. War Loan in 1932. The successful conversion 
of this large loan, however, has enabled the work of dealing 
with the rest of unfunded debt to be proceeded with so 
that to-day it has been practically wiped out altogether. 
This means that the Central authority has much more 
potential control over the market than it has had since 1925, 
and that the effects of large-scale movements of foreign 
balances in and out of the market can now, to a large 
extent, be isolated. Until this position had been reached, 
industry could not obtain the full benefit of cheap money. 
The Exchange Equalisation Account has proved to be the 
instrument through which the authorities could take advan- 
tage of the general economic situation to bring about this 
very desirable result. 


In 1932, when the Account started operations, there were 
two things to be done. First, foreign exchange and gold 
had to be purchased to be held as quickly realisable assets 
against the foreign deposits that were returning to London. 
Secondly, this influx of money into London had to be made 
effective upon money rates in order to make conversion and 
funding possible. This second consideration made it desir- 
able for the Account to sell to the Bank of England some 
of the gold that it had acquired by selling sterling. Between 
April and September, the Bank’s gold holding rose from 
£120.8 millions to £139.3 millions, and during this period 
the cash of the banking system (that is balances at the 
Bank of England plus the London Clearing Banks’ holdings 
of notes and coin) rose from about {160 millions in the 
second week of May to {180 millions in August, the big 
conversion scheme being announced in June. An increase 
of bankers’ cash could, of course, have taken place without 
an increase in gold, but such an increase simply as the 
result of open market operations by the Bank itself in pur- 
chasing Government securities would not have been as 
eftective as was the increase based on gold. It would not 
have appeared to be so permanent in character, since it 
would have involved a reduction in the proportion in the 
Banking Department. This reduction would probably 
have caused apprehension and alarm and would have 
created a suspicion that cheap money was being introduced 
only temporarily for the period of conversion operations. 
Such a suspicion would have damaged the prospect of 
successful funding, and would have encouraged holders of 
5 per cent. War Loan to accept payment in cash in the 
hope of being able to reinvest at a high yield at a later date. 
The use of the Account to fortify the gold holding of the 
Bank was, therefore, necessary to the success of the con- 
version operations, and these in their turn were necessary 
to introduce a regime of cheap money which could be really 
effective, not only nationally, but also internationally, as 
the relatively high rates in London had a direct influence 
upon the level of rates elsewhere. Once the 5 per cent. 
War Loan was converted, the whole position of the Money 
Market was changed. Bank rate become effective at a 
lower level (3} per cent. against 5 per cent.){ and other 
parts of the unfunded debt could be dealt with. London 
as a magnet for international balance had lost part of its 
pull, and one of the contemporary factors in the inter- 
national monetary disturbances of the post-war period had 
been removed. 


* Bank of England Statistical Summary, May, 1932. 
¢ For a discussion on this point, see Appendix I of the volume 
“‘ Monetary Policy and World Depression,” published early in 1933 
by the Currency Group of the Royal Institute of International 
airs. 
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THE conversion operations of 1932 and the increase in 
the liquid resources of the London Money Market are the 
first achievement of the Exchange Equalisation Account. 
We must now examine the influence of the Account 
upon the foreign exchanges and through them upon 
world prices. Adverse foreign criticisms of the Account 
claim that sterling was deliberately depressed below its 
“‘ natural ’’’ level with the object of assisting British 
exports. It is further argued that the low level of the 
sterling exchange upon gold standard countries had the 
effect of pushing down gold prices and so prolonged, parti- 
cularly in the United States, the forces making for depres- 
sion. If this argument can be sustained, the improvement 
in the financial position of London as a result of the opera- 
tions of the Account must have been too dearly purchased. 
London and Great Britain cannot obtain any lasting benefit 
from a policy that destroys the trade of other countries. 
We must, therefore, examine the movements of prices in 
Great Britain and elsewhere, and particularly in America, 
in order to see if this widespread criticism of recent British 
policy can be substantiated. 

Unfortunately, the last three years are particularly 
baffling to any attempt to call in statistical aid in examin- 
ing the inter-relationship of changes in price and costs and 
the international exchanges. Artificial interference with 
the whole process of trade and industry has been so severe 
that the isolation of any one factor from the general con- 
fusion is well-nigh impossible. But, in addition to this, 
there is no agreed period of recognised ‘‘ equilibrium ”’ 
which can be used as a starting point and as a base for 
the necessary statistical series. To go back to pre-war 
days is out of the question; the changes in ‘‘ other things ”’ 
make any reliance upon data originating then valueless. 
And while it is generally agreed that Great Britain returned 
to gold at a parity which overvalued sterling, attempts to 
express the degree of disequilibrium which existed at that 
time served only to arouse controversy between Professor 
T. E. Gregory and Mr. J. M. Keynes, each of whose views 
seemed to depend upon the particular series of figures used 
to measure it.* 

Even if it is agreed that we were in disequilibrium in 
April, 1925, it is practically impossible to measure with 
any degree of accuracy the extent to which the develop- 
ments in Great Britain and the United States respectively 
in the years following resolved the disequilibrium. Had 
we come into equilibrium in 1928? And if so, did the 
extreme fluctuations in the United States between 1928 
and 1931 destroy the equilibrium? If they did so, in what 
direction did they operate? Were we driven off gold in 
1931 only because of the withdrawal of foreign deposits 
from London, or were these withdrawals themselves the 
result of retaining through the whole period since 1925 the 
high cost and income structure which made sterling over- 
valued at 4.866 when we returned to gold? Or had a new 
disequilibrium developed owing to the relative rigidity of 
our costs during the earlier period of the depression follow- 
ing the crash of late 1929? And even if all these ques- 
tions are answered, we have still to consider the complex 
problems of our relationship with France and other gold 
countries before and after the departure from gold in 1931. 
In the face of difficulties and perplexities on so stupendous 
a scale, the attempt made below to gauge statistically the 
changes in parity since September, 1931, is submitted 
with the greatest possible reserve. No reliance is placed 
upon any one of the statistical series examined, but cumu- 
latively they do throw light on these extremely contro- 
versial questions. 

The first problem, however, is to examine the whole 
period between 1924 and 1931 with the object of trying to 
find a base period upon which to work. Indices of prices 
are of no great value here. Prices at wholesale were 
dominated by the equilibrium which existed in the ex- 
changes, and they must, so long as the gold standard 
operated, have come into harmony even if the underlying 
economic structures were out of adjustment. Indices of 
cost of living are not of much greater value, as they are 


* See T. E. Gregory, ‘‘ The First Year of the Gold Standard,” 
Pp. 50 seq. 
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likely to have been influenced by changes in relative effic. 
encies which need not necessarily have destroyed equil.- 
brium. Indices of wages are subject to the same objection, 
But even if the relative levels of such series of comparabk 
indices are not informative, the degree of numerical varia. 
tion in the ratios between them may be of some guidane 
in this first problem of discovering when something 
approaching stable economic relations existed between the 
two systems. If we take, therefore, indices of English and 
American costs of living, money wages, and efficiency 
wages, we find that although their respective ratios fluc. 
tuate widely through the period 1925-31, these fluctuations 
are upon a relatively small scale during the last nin 
months of 1927 and the first six months of 1928. From 
these cross-shots over the whole period we come to the 
conclusion that there was something approaching a work. 
ing equilibrium, although it proved to be a very unstable 
one, between the United Kingdom and the United State 
during the period June, 1927, to June, 1928. We use this 
period as a base for the examination of subsequent 
developments. 


THE PERIOD 1931-2 


Prior to the abandonment of the gold standard, the pric 
indices are ignored and the movements of relative costs 
are examined by means of a comparison of British wage 
(Bowley’s Index Number) and American wages (Nation 
Industrial Conference Board Index Number).* The rati 
between the two shows a clearly defined trend through th 
whole period which has been removed, and gives wu 
Chart I, which suggests that before the breakdown of th 
gold standard sterling was overvalued. It is, however 


ZF tot 





A = $ to £ Exchange. 
B = Ratio of British to American Rates of Wages. 


probable that the ratio of money wages contains a co? 
siderable time lag, which reduces its value as a measure 0 
the situation as it existed in September, 1931. The lag @ 
be removed, however, by introducing other factors besides 
wages into the calculation. If this is done and an inda 
of the ratio of ‘‘ efficiency wages ’”’ is constructed it § 
found that it moves about three months before the simp 
wages index. Accordingly Chart II gives the same data 


CuHart II 





A = $ to £ Exchange. ; 
B = Ratio of British to American Wages adjusted for Time Ls 


Chart I with a time lag of three months removed. ; 
suggests an overvaluation of sterling of about 10 per 
see Ceieinbmmentiaenaiaceaemecatctc a a a eee 


* Iam greatly indebted to my colleague, Mr Harold Barger, oe 
and to Mr. H. J. Lyons, B.Sc. (Econ.), for assistance in compiling a 
statistical data and the charts based upon them. Neither of 
has, however, any responsibility for the views based upon them. 
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at the date of the suspension of the gold standard and 
shows how the greater relative elasticity of American costs 
had caused a cumulative overvaluation of the pound after 
the beginning of the depression. 


We can now use price data for examining the period 
subsequent to the suspension of the gold standard, and can 
adjust the figures by 10 per cent. to allow for the degree 
of overvaluation which existed in September, 1931, the 
base date. Even when this correction is made, however, 
it would be unreasonable to expect any close relationship 
between the ruling rate of exchange and the equilibrium 
rate suggested by the ratio of relative prices. The suspen- 
sion of the gold standard itself would have allowed the 
prices of the two countries that had been held in an arti- 
fcial equilibrium to adjust themselves probably by a rapid 
upward movement, average to 10 per cent. in British 
prices. In 1931, however, many other factors were at work 
which prevented any immediate symmetry appearing in 
the figures. No allowance can be made, for example, for 
the abnormally large sales of goods to Great Britain in 
anticipation of a tariff, and no correction can be made for 
the effect of the tariff on British prices. In Chart III the 
ratio of British prices (the Economist complete Index) and 
American prices (Irving Fisher’s Index Number) corrected 
fora 10 per cent. overvaluation of sterling in September, 
1931, is plotted (curve B) against the rate of exchange 
actually ruling (curve A). After April, 1933, the impact 
of the American Recovery Programme is allowed for, and 
curve C shows the ro per cent. allowance for overvaluation 
at the base date decreased cumulatively by 2 per cent. 
per month. 


Cuart III 


{tol 
§.00 


4.50 


4.00 


A = $ to £ Exchange. 
B = Ratio of British to American Prices. 
C = Ratio of Prices adjusted for Effects of N.R.A. 


There is a much closer harmony between the ruling rate 
and the presumed ‘‘ parity’ rate than the widespread 
niticisms of the management of sterling would lead one 
toexpect. It is, of course, true that the pound appears to 
be undervalued throughout the whole period prior to the 
suspension of the gold standard in the United Kingdom. 

ut this apparent undervaluation of unstable currencies is 
a familiar occurrence; the degree of risk that arises in all 
transactions in unstable, as compared with stable, curren- 
(les introduces a bearish element which tends to cause 
minor undervaluation. This phenomenon is familiar in 
economic literature. It is a special case of what Professor 
Taussig calls ‘‘ the penumbra of values ’’ and has been 
noticed in the case of the French franc prior to the re- 
adoption of the gold standard in France by Professor 
Dulles. In the case of sterling, the size of the penumbra 
depends upon the degree of assumed overvaluation of 
sterling in September, 1931. Our figure of 10 per cent. is 
probably an under-, rather than an over-, estimate, and if 
it be increased by a further 5 per cent., the two curves on 

Chart III would practically coincide. They are not, how- 
ever, completely uniform throughout their whole course, 
and changes in the relationships of the two curves are of 
considerable interest. The gap between them widens on 

ee occasions—at the end of 1931, in the midsummer of 

1932, and in the last autumn of 1932. It narrows in March 
and April, 1932, in September, 1932, and very markedly 
i March, 1933, before they cross in April, 1933, when 
America left gold. Each of these dates is significant and 
ks some special influence at work upon the exchanges, 
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most of which were beyond the control of the British 
authorities, particularly at times when the gap was 
widening. 

Thus, after the initial disturbance due to the suspension 
of the British gold standard, there is a widening of the gap 
late in 1931 and early in 1932, when the Treasury and the 
Bank of England were purchasing dollars and francs to 
repay the credits of {80 and {£50 millions which had been 
raised in the summer of 1931 in the attempts to save the f. 
The alternative to the selling of sterling which this involved 
was the declaration of a standstill arrangement by London. 
It is certain that such a declaration would have had great 
international deflationary effects. It would certainly have 
made impossible the conversion operations of 1932; and, 
as we have already seen, without conversion, the British 
policy of really effective low money rates as the basis of 
recovery could not have been inaugurated. 


THE FUND IN OPERATION 


The knowledge that sufficient francs and dollars had been 
acquired to repay these credits, coupled with the relatively 
high short money rates in London, led in March to the 
strong speculative movement bulling sterling, and narrowed 
the gap between the price parity and the ruling exchange 
rate. It was to counter this bull movement that the Ex- 
change Account was set up, and it will be seen that at 
once the gap widens out again. Here, apparently, is 
evidence of deliberate undervaluation by the Account. But 
there were also other factors besides the Account at work. 
Money rates had fallen, and were tending to fall still 
further. The bills purchased on foreign account in the first 
bull movement were maturing, and balances could not be 
so profitably reinvested. There was a small ‘‘ bull ”’ 
market on the New York Stock Exchange, and the British 
Government’s conversion plans were announced. The 
Account was, however, operating in addition to these 
general causes, as is shown by the increase in the gold held 
by the Bank of England during the period. But, until the 
conversion plans were announced, the movement down- 
ward in sterling is small, and after their announcement, 
there are a sufficient number of other causes to explain the 
widening of the gap without tracing it back to deliberate 
manipulation on the part of the British authorities. Indeed, 
at this time, they probably desired a strong, rather than a 
weak, sterling. Confidence was to play a large part in the 
success of the conversion operations, and if the authorities 
were supposed to have been astute enough deliberately to 
have manipulated sterling in the supposed interest of 
British trade, they must certainly be given the credit for 
being wise enough not to sabotage their own major financial 
activities. As we have seen already, they probably desired 
some increase in the gold holding of the Bank of England, 
and were prepared to sell sterling to the extent of some 
£20 millions for this purpose. They also probably pur- 
chased a small quantity of foreign currencies as a means of 
supporting sterling later in the year, but the widening of 
the gap between the actual rate of exchange and the parity 
rate is not large enough to suggest any deliberate under- 
valuing of sterling during this period. 

This conclusion: is supported by the movements during 
the later part of the year. The gap narrows again in the 
early autumn, particularly in September, when the down- 
ward movement of sterling is arrested and the curve flattens 
out. It is commonly believed that during this period the 
Account was operating actively to support sterling and that 
it exhausted its resources in doing so. The autumn always 
sees a weak pound, and in 1932 the drain was doubly 
severe because the conversion loan was clearly successful, 
foreign holders had to be paid off, and already the problem 
of the December instalment of the debt payment to the 
United States Government was beginning to undermine 
confidence. This would not have had serious effects had 
there not been large foreign balances in London which 
could be withdrawn as confidence declined. These balances 
in the late autumn of 1932 must have been substantial. It 
is not difficult to form a very rough estimate of their size. 

As the balance of payments was slightly unfavourable 
throughout the year, all sales of sterling in excess of 
ordinary trade transactions would cause some increase in 
the foreign deposits in London. We can trace some of these 
sales. In the first place the Bank and Treasury had to buy 
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up to £130 millions of foreign money to repay their credits 
in Paris and New York. Part of these were met in gold, so 
we cannot allow more than {100 millions for this figure. The 
holding of ‘‘ other securities ’’ in the Issue Department of 
the Bank of England at the date of the opening of the 
Account was approximately {60 millions. Quite apart, 
then, from any selling of sterling which the Account itseif 
may have practised, the presence of something in the neigh- 
bourhood of {£150 millions of foreign deposits can be 
accounted for. The total figure was probably considerably 
in excess of this. 

Foreign deposits on this scale are sufficient to explain 
why sterling fell so low in November and December, 
1932, when the debt controversy with the United States 
was at its height, and support the testimony of Pro- 
fessor O. W. M. Sprague that the Account had, during this 
period, no resources which it could use to support sterling. 
The movements of the Exchange rate suggest that far from 
abandoning sterling to its fate, the authorities supported it 
during September and early October, and having exhausted 
their resources in doing so, they were powerless to prevent 
the bigger decline in November and December. It is at this 
time that the gap between the ruling rate of exchange and 
the price parity rate widens out after it had narrowed con- 
siderably when the exchange was being supported. The 
charge that the British authorities deliberately abandoned 
sterling partly to ‘‘ help British exports ’’ and partly to 
“ prove ’’ that they could not pay the debt to the United 
States simply cannot be sustained. The last few months of 
1932 saw upon a smaller scale a repetition of the general 
situation in 1931, when the deposit liabilities were out of 
all proportion to the external resources of the market. 

It may, however, be asked why it was that the gold in the 
Bank of England which was used on December 15th to pay 
the debt instalment in full was not used in November and 
early December to support sterling. The answer is that 
the gold could only be used once. The prospect that it 
might have to be used for the debt payment made its use 
for other purposes quite impracticable. The Currency and 
Bank Notes Act of 1928 was still in force. The rules govern- 
ing the fiduciary issue therefore operated. If large quantities 
of gold out of the Bank of England had been sold to sup- 
port sterling in November, 1932, an order in the Gazette in- 
creasing the fiduciary issue would have been necessary 
or else the proportion of the Banking Department would 
have fallen very low. Either occurrence under the condi- 
tions ruling at the time would certainly have increased 
foreign apprehension about the position of the pound, and 
would very probably have increased the rate of withdrawal 
of foreign balances. Had this result occurred, the rate of 
decline of sterling would have been at least as great, and 
possibly greater, than that which actually occurred. In 
addition, the cash reserve of the Bank of England would 
have been seriously depleted and the possibility of final 
stabilisation would have been postponed. The necessary 

subsequent re-acquisition of gold would indeed have in- 
volved further external depreciation of sterling and yet 
another return of the foreign deposits to London. 

So far as the events of 1932 are concerned, it can be 
shown that the changes in the gap shown in Chart III 
between the parity and ruling rates of exchange were due 
to causes beyond the control of the authorities, and the 
management of the Account can be acquitted of deliberate 
manipulation of the external value of sterling for the sup- 
posed benefit of British trade at the expense of that of her 
rivals. Even apart from these special factors in the situa- 
tion, the onus of proof is on the critics of the Account. 
Arguments based upon price parities have an unhappy 
knack of resulting in circular reasoning. Let it be assumed 
that sterling was kept artificially low in 1932 after the 
setting up of the Exchange Account: what would have 
happened to the presumed parity rate if sterling had moved 
up by, for example, 10 per cent? Such a movement, it 
must be supposed, would have had a dual effect upon the 
data entering into the price ratio. In the first place, gold 
prices must by hypothesis have moved up. In the second, 
sterling prices must either have remained stable or moved 
down. In either case the net result must have been a dual 
movement in prices which would have so changed their 
ratio as to suggest a still higher value for sterling as the 
parity rate. A revised Chart III would still show an under- 
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valued rate for sterling. Equilibrium could only be reached 
if the upward movement of gold prices as a result of the 
upward movement of sterling exchange was accompanied 
by a proportional upward movement of British prices. In 
other circumstances, the argument involves circular 
reasoning. 


JANUARY TO APRIL, 1933 


This point is of great significance in discussing the mos 
critical snort of aff in the operations of the Account, the 
first three months of 1933. There is a very important dis 
tinction to be drawn between this period and the summer 
of 1932: the Account was known to be operating by selling 
sterling at both these times. In the summer of 1932 a 
regime of effective cheap money had not yet been in 


augurated, and although there were signs of improvement J; 


in general conditions, British prices were still dependent 
upon external conditions and tended to fall with a rising 
exchange and to rise with a falling exchange. After the 
end of 1932, however, there appears for the first time a 
tendency for British prices to rise with a rising sterling ex- 
change, and to do so at the same time as American and gold 
prices were falling. Under these circumstances, if the pound 
had been allowed to rise a little faster and a little higher, 
the results might have been of substantial benefit to the gold 
standard countries, with the probable exception of the 
United States, where the last stages of the inevitable bank. 
ing crisis were rapidly developing. od 

The movements of this period can best be studied in the 
Bank of Engiand’s Index Number of Primary Products 
which is more sensitive than the Economist's Complete 
Index Number, which was used in preparing Chart IIT. This 
index number includes three groups of commodities: the 
‘* food ’’ group reached its lowest point in the last week 
December, 1932, the ‘‘ metals ’’ index early in January, 
and only the ‘‘ other industrial materials ’’ continued down 
ward until the first week in March. The comparable 
American indices reached a first low level on January 7th, 
and a second on March 4th, while the British food index had 
risen from 94.3 on December 31st to 107.3 on March 4th 
The American ‘‘ metals ’’ index reached a low level 
January 7th, while the ‘‘ other industrial materials ” index 
moved very closely with the British index with a low levd 
on March 4th. It is significant that all the American group 
show marked increases immediately after the ‘‘ Bank 
Holiday ”’ in the United States. 

While prices moved in this way, the pound rose from 
an average of 3.276 dollars in December to 3.360 in Janv: 
ary and 3.433 in March, and remained in the neighbourhool 
of this figure until just before the suspension of gold py 
ments in the United States. Had the wickedness 0 
Exchange Equalisation Account been the dominant factor 
operating to depress dollar prices during this period, thi 
would show itself by an upward movement in Americal 


prices within the limits permitted by the recovery of sterling banki 


and the upward tendency of British prices, so that an up 
ward movement of about 10 per cent. might have bee! 
expected. | 
however, is probably not the absolute movement of pncé 
in the two countries, but their relative movements. [het 
had existed even since September, 1931, a spread betwee 
the Bank of England’s index number of British gold pnee 
and American prices. This had increased from 5 points 
June, 1932, to about 9 points in September, and during the 
last three months of the year it had fluctuated betwet 
g and 5 points. During the first seven weeks of 1933 the 
gap steadily narrows :— 


‘‘ SPREAD "’ BETWEEN ENGLISH GOLD AND AMERICAN PRICES 


OF PRIMARY PRODUCTS 


Week ended Jan. 21 .... 6°7 Week ended Feb. 25... 2°9 
o Jan. 28 eee 4°7 Py} Mar. 18... 8-2 
” Feb. 4 .... 3°7 ma Mar. 25.-- 67 By 
” Feb. 11 .... 2°7 ad Apr. 1. 7°5 
” Feb. 18 .... 1°9 Apr. 8... 13 
The disappearance of this ‘‘ spread ’’ at an increasing 
rapid pace prior to the closing of the American banks * 


flects a growing lack of confidence in the dollar and a mina 
flight from dollars into pounds due probably to in 
apprehension about the condition of the American ; 
The result was that the British authorities were facing 


movement of balances into London upon a substan! 





The most significant fact during this perio, |— 
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hed They met the situation by supporting the dollar, and in 
the doing so they acquired substantial quantities of gold, the 
ued Folding of the Bank of England increasing from {120.7 
millions in January to {181.2 millions in April. An 
American economist has tried to trace an arithmetical 
lationship between the debt payment to the United States 
in December, 1932, and this increase in gold at the Bank of 
England in the following months. ‘‘ In each of the three 
months (January, February and March) the Bank’s gold 
MOS Bock increased by approximately the amount of the 
the I pecember debt payment.’’* Ifit is desired to exercise flights 
of the imagination in deducing arithmetical relationships 
nme Ffrom these figures, the recommendation of the Macmillan 
ling ¥ Committee that the Bank of England should increase its 
)32 4 Fold holding up to £175 millions in addition to a maximum 
h i holding of £50 millions foreign exchange gives as close an 
Tent § entity with the increase in the Bank’s gold holding as does 
ndent § the debt payment calculation. The more reasonable inter- 
rising § pretation seems to be that the movement of balances into 
er the Blondon due partly to increasing apprehension about the 
ime af reneral situation in the United States enabled the British 
ig eX: H authorities not only to support the dollar, and, in so doing, 
1 gold  ) reduce the movement of gold out of the United States, 
pound § jutalso to take the opportunity of acquiring the quick assets 
ighet, that were necessary before any permanent stabilisation of 
e gold § the pound could be carried out. Indeed, in view of the in- 
of the Bcreasing instability of the United States, it was becoming 
bank: § more and more important that London should maintain and 
- improve its international liquidity. 

in 


rducts, THE FLIGHT FROM THE DOLLAR 
mplete 


| Thi The withdrawal of gold from America, which resulted 
5: theg mm the local bearing of the dollar, seems to have em- 
yeek jg cutassed the American banking authorities principally 
because local banking conditions were not sufficiently sound 
 down-§ enable them to take advantage of the Glass-Steagall Act, 
arab § Which permitted Government securities to be held as an 
oy nth, altemative to ‘‘ eligible paper ’’ against Reserve Bank 
Jex had § labilities. The gold holdings of the system were still in 
ch ath.  C%02ss of the minimum legal requirements, and in Febru- 
evel off 2, 1933, the loss of gold was more than offset by an in- 
” inden Tease in the total reserve bank credit. But the banking 
yw levé§ ‘sis showed that the increase was not sufficient to save 
. groups the situation. It is clear, therefore, that it was internal 
‘* Banke American conditions and not the loss of gold which was 
the principal cause of American deflation in these months. 
se from he redistribution of gold which occurred was favour- 
'n Janu-§ ble to world economic conditions generally, as the accumu- 
ourhoo § tion of gold stocks in the United States and France, while 
old pay-§20t so great a causal factor in inducing world depression 
S te as is sometimes supposed, is generally recognised as a com- 
nt factor § Plicating technical factor. 
iod, this But just because the situation was dominated by the flight 
A mericad § ‘tom the dollar induced by the prostration of the American 
f sterling ing system, it is possible to criticise the operations of 
t an up | te Exchange Account at this period. So long as the United 
ave bel States was on gold, the dollar was linked with and had a 
s period, 
of price 
s. Thett 
| betwee 
a 
poin 
uring t 
betwee 
1933 





* “American Economic Review,” vol. xxiii., page 615. 


Except during the first three months of 1933, the Ex- 
ange Equalisation Account seems to have been conducted 
with a considerable degree of skill. It has made it possible 
‘0 preserve a relatively free market for sterling at a time 
“hen many other currencies were either wholly or largely 
‘ontrolled. It has changed the whole position of London 
by enabling conversion operations to be completed, the 
vee Necessary volume of quick assets to be acquired, and a 
reasingly §°8ime of really effective cheap money to be introduced. 
banks f¢ fs has been done with the minimum of interference with 
a mind hehaitions in other countries, even the increase in the gold 
ncreasilg f"°ld by the Bank of England has not occurred as the result 
n banks. h contraction in the gold holding of other countries as the 
faci ‘llowing table shows : — 
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t influence upon other gold currencies. In so far as the 
unds, which moved from the United States to London, 
bringing about a partial redistribution of international liquid 
assets, are concerned, they would probably have moved in 
approximately similar quantities had the rate of exchange 
between sterling and gold been allowed to rise. Hence, had 
there been a steady rise to a level of, say, 75 per cent. of 
the old parity with the dollar at approximately $3.70 to 
the {, and the franc at 94, there would have been a substan- 
tial reduction of the pressure on gold prices which the diffi- 
culties of the American situation were causing. The general 
European position would have been eased, and it is prob- 
able that even with a rising exchange substantial increases 
could have been made in the quick assets needed in London. 
It is true that there would have been a temporary dis- 
harmony between American and sterling gold prices owing 
to the conditions of crisis that prevailed in the States, but 
the disorders attending a temporary disharmony of this sort 
would have been less damaging to world trade than the 
accentuation of apprehension in Europe by the weakening 

of the position of the gold standard currencies. 


This can be seen by an examination of the prices in prin- 
cipal European gold-standard countries during this period. 
A weighted average of wholesale prices in France (weight 4), 
Switzerland, Holland and Belgium (weight 1 each) on a 
base of January 1933 = 100 moves as follows :— 


Feb. March April 

98-4 95°7 95°2 

The movement is in the opposite direction to that of the 
Bank of England’s index of primary products during that 
period. A higher rate for sterling or gold would probably 
have played a substantial part in reversing this movement, 
and would, in consequence, have assisted in the restoration 
of more stable economic conditions. It is, however, difficult 
to speak with any great confidence on this point, as the 
downward movement of gold prices stops in May and tends , 
generally upward during the rest of the year. The figures 
for our composite index number are as follows : — 


May July Aug. Sept. Oct. Nov. Dec. 
94°9 97°8 96:9 97°1 96:8 97:8 98-4 
These figures suggest a definite reversal in the trend of 
movements for prices in this group, which had been sharply 
downward in preceding years. The figures are : — 
1930 1931 1932 1933 
138°7 122°3 103°8 97°2 
During the period in which this reversal in trend took place 
the sterling exchange on the gold bloc countries fell from an 
average of 70 per cent. in the early months of 1933 to an 
average of approximately 65 per cent. by the end of the 
year. At the same time, however, an increase of more than 
20 per cent. occurred in the index number of sterling prices 
of primary products, so that the pressure of a falling sterling 
exchange upon gold prices was substantially reduced. Taken 
as a whole the figures suggest that a slightly higher rate 
for sterling or gold early in the year might have reversed 
the trend of gold prices some months earlier and so hastened 
the restoration of general international stability. 


Jan. 
100 


June 
98-0 


IV.—CONCLUSION 


Gotp RESERVES OF LEADING COUNTRIES 
(In millions of £ sterling at 85s. per fine ounce) 



































1931 1932 1933 
Mar. | June sept| Dec. | Mar. | June | Sept.| Dec. | Mar. | June | Sept. Dec. 
Belgium ... 41 41 71 73 72 73 74 74 76 76 77 78 


France ...... 452 | 454 | 478 | 553 | 618 | 661 | 666 | 668 | 647 
DE “sesan 57 58 59 61 61 61 62 63 68 73 76 77 
Netherlands 37 41 58 73 73 81 85 85 78 63 72 76 
Switzerland 26 33 67 93 97 104 105 98 | 100 74 73 79 





Total Gold 


G 7 | 733 | 853 | 921 | 980 | 992 | 988 | 969 | 940 | 959 | 911 
onal +4 + 712 | 770 | 813 | 805 | 821 | 824 | 824 


163 | 135 | 121 | 121 | 136 | 139 | 120 | 173 | 191 | 192 | 192 


U.S.A. ...... | 893 | 944 | 897 | 833 | 819 
Un. Kingdom] 144 
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Reviewing the whole problem, we are left with this re- 
sult. The Account has operated to bring about a partial 
redistribution of gold which was essential before any scheme 
of general international stability could be adopted. More 
normal methods of achieving this result were not possible, 
because the causes of the maldistribution of gold were 
mainly political in character and they operated against the 
flotation of an international stabilisation loan for London. 
The needed gold was acquired without a proportional im- 
poverishment of the resources of other countries, and the 
rate of exchange at which it was acquired, and which will 
dictate ultimate stabilisation, was not to any marked degree 
out of harmony with the underlying economic factors, ex- 
cept to a small extent early in 1933. The position of London 
as an international centre has been improved, not only by 
the acquisition of needed liquid assets, but also by the 
fundamental change in the structure of the National Debt. 
It should now be possible for the market to carry out in a 
normal way its proper functions of financing an increasing 
volume of world trade. 

There is, however, one substantial problem which will 
demand careful attention. Sterling has been further de- 
valuated, since the American gold price was fixed at $35, to 
about 62} per cent. of its old parity. At this rate it is 
probably slightly overvalued vis @ vis the dollar, but is 
probably undervalued vis @ vis the gold group. At the 
moment, the effects of this have not been fully felt because 
internal cash resources have not been increased in propor- 
tion to the devaluation. The gold in the Bank of England 
is still valued at 85s. per ounce instead of 135s. approxi- 
mately. But the market’s cash reserves as shown by 
bankers’ deposits are very substantially up, averaging 
approximately {100 millions between July and November, 
1933, in comparison with an average of about £63 millions 
for 1929. The figures of both current and deposit accounts 
have risen, the increase in the former being an average of 
{978 millions for 1933, against £940 millions in 1929, and in 
the second {930 millions against £798 millions. This in- 
crease, making all allowance for the decline in velocity of 
circulation (which was in 1933 probably greater abroad than 
in Great Britain), would justify a devaluation to something 
a little below 70 per cent. of the old parity and keep prices 
and the exchange in equilibrium. 

But any further substantial increase in the cash reserves 
of the British banking system will be dangerous, unless it 
is the direct result of increases in cash held in London due 
to a contemporary surplus in the balance of payments. An 
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internal revaluation of assets already externally revaluej 
should not be allowed to bring about a proportional ip. 
crease in the basis of credit. This means that when stabil. 
sation is finally achieved and the Exchange Account in it 
present form is wound up, changes may have to be mak 
in the structure of the Bank of England. If the present go 
holding is revalued at, say, 135s. it will be worth approx. 
mately £300 million sterling. This, at the new level of gold 
prices, is, roughly, the equivalent of the total quick asses 
which the Macmillan Committee recommended should bk 
held in London. If the method simply of revaluing th 
gold is used, the result will, on the basis of the figures of 
January, 1934, be as follows: — 














Millions 
Fiduciary issue ..........0sccccecsecseresees £260 
Gold coin and bullion .............0s.sse0s £300 
Total note issue ........s.seceereeees £560 
Notes in circulation ...............s0sseeee 370 
Notes in banking department .......... 190 
Total deposits ........screccereeresseserees 171 














Proportion of banking reserve to 
deposits 110% approximately, 

The simplest methods of dealing with this situation would 
be to reduce the fiduciary issue by, say, £110 millions and 
the Government would take its profits simply by cancelling 
this amount of Government securities held in the Iss 
Department. But such a solution would clearly be unsatis 
factory, as it would only increase the available liquid r 
sources in London by, roughly, £30 millions, which is th 
increase since 1931 in the reserve of notes in the Bankiy 
Department. 

So small an increase in this vitally important respect i 
unthinkable in the light of experience of the post-wa 
period. It would simply throw away such benefits as hav 
accompanied the distressing experience of recent years. | 
the difficulties of a post-stabilisation period are to be face 
with equanimity, available liquid assets will have to bk 
substantially increased. 

The solution may be found by avoiding any very sub 
stantial modification in the Bank and by carrying tk 
surplus of liquid assets in a special account. If this shouli 
prove to be the case, the Exchange Account, possibly unde 
a new name, may become a permanent feature in the Lo 
don market. If it does, it will open new possibilities for th 
administration of a stable international exchange systes 
which lie beyond the scope of the present study. 
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